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Abstract
This paper investigates whether the spirit of capitalism can provide a solution to the
equity premium puzzle. By reviewing the puzzle empirically and theoretically in the
introduction part, this paper unveils the reason why it is an important conundrum. An
elaborate literature review on the spirit of capitalism, the important building block of
the model to be developed, is introduced following the prologue. Such a spirit, as is
revealed by its name, implies that consumers acquire wealth not only for consumption,
but also for the induced social status. Empirical studies based on real data show the in-
timate relations between equity premium and individual wealth growth rate, which lays
solid foundation for the model in this paper. A consumption-based capital asset pricing
model incorporating the wealth as the proxy variable of social status is set up. Through
putting the wealth growth rate into the stochastic discount factor, along with a standard
approximation of asset returns, the model finally derives all variables in terms of two
state variables: consumption growth rate and economic volatility. Relative parameter-
s are then solved, through which the relations between equity premium and spirit of
capitalism is established theoretically. By applying some intelligent optimization al-
gorithms, genetic algorithm for example, to the objective function of relative moment
conditions, parameters are calibrated. The moment conditions of data generated from
the model with calibrated parameters match their counterparts in real data, and 14 out
of all 16 moment conditions in real data fall into the interval between 5% and 95%
quantile of the simulated data over 10000 simulations. Moreover, the model in this
paper performs very well in decomposing the volatility of stochastic discount factor,
predictability of simulated data, and feedback effect.
Key Words: spirit of capitalism; equity premium; genetic algorithm
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